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SUMVARY
Thi s Franchi se Tax Board (FTB) sponsored bill would do the follow ng:

1. clarify that paynent of estimated tax by corporations and exenpt
organi zations is not a prerequisite for receiving an extension of tinme to
file a return;

2. clarify that exenpt organizations that are subject to tax on unrel ated
busi ness taxabl e inconme are required to make estimated tax paynents;

3. elimnate the requirenment for the revivor fee for exenpt organi zations and
require all exenpt organizations seeking revivor to submt a new exenption
appl i cati on when requested by the FTB; and

4. specify that an organization's exenpt status nmay be revoked for failure to
file any return required or failure to pay any tax due and exenpt status may
be reestablished only upon the filing of all returns or the paynent of al
t axes due.

Each of these provisions will be discussed separately in this analysis.

EFFECTI VE DATE

The provision relating to estimted tax paynents would be effective for taxable
and i nconme years beginning on or after January 1, 2001, as specified by Section
18415 of the Revenue and Taxation Code. The other provisions would be effective
on January 1, 2000, and would apply to all returns required to be filed or taxes
due after that date.

BOARD PCSI TI ON

Support. The Franchi se Tax Board voted to sponsor this legislation at its
Decenber 16, 1998, neeti ng.

1. Cor porations & Exenpt Organi zations/ Automatic Extension of Tinme for Filing a
Ret urn

SPECI FI C FI NDI NGS

Assenbly Bill 3224 (Stats. 1992, Ch. 662) anended Revenue and Taxation Code
(R&TC) Section 25402, renunbered as Section 18604 by Senate Bill 3 (Stats. 1993,
Ch. 31), to allow extensions of time to file returns required under the Bank and
Cor poration Tax Law (B&CTL) without specific witten requests by taxpayers.
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Exi sting state | aw aut horizes the FTB to grant a reasonabl e extension of time for
filing any return, declaration, statenment, or other docunent required by the Bank
and Corporation Tax Law (B&CTL) up to a maxi num extensi on of seven nonths. A
separate section of |aw authorizes the FTB to grant a reasonabl e extension of
time to exenpt organizations for filing their annual information return or
statenent. This section does not specify a maxi num extension tine. Since the
enact nent of AB 3224, corporations and exenpt organizations are allowed an
automati c (paperl ess) extension with the condition that they file a return within
t he maxi mum ext ensi on period of seven nonths fromthe original due date.

If the return is not filed on or prior to the extended due date, the automatic
ext ensi on does not apply. A late filing penalty plus interest is assessed,
computed fromthe original due date of the return. The extension of tine applies
only to the due date of the return and does not extend the tinme for paynent of
the tax due. Tax is due on the original due date of the return without regard to
extension. |If the tax is not paid, underpaynment of tax penalties will be

i nposed.

The specific | anguage within the code section granting an automatic extension to
corporate taxpayers conditions the autonmatic extension upon the paynent of the
estimated tax due. Prior to the automatic paperl ess extension statute, paynent
was required in order to be granted an extension of tinme to file. Current
practice is that an automatic extension to file is allowed w thout verification
of paynment of tax due. FTB Notice 92-11, issued on October 23, 1992, clarified
that the extension of tine to file was not an extension of time to nmake paynent
and that the only condition for receiving an extension of tine to file was that
the return be filed within seven nonths of the original due date of the return
Therefore, the provision requiring paynent as a prerequisite for the extension of
time to file should have been del eted when AB 3224 was enacted, but was not.

This bill would delete the |anguage that provides that paynent of estimated tax
is a prerequisite for receiving an extension of tine to file a return. This bil
al so woul d repeal a redundant section of |aw that authorizes the FTB to grant a
reasonabl e extension of tinme to exenpt organizations for filing their annua
information return or statenent, allowing a single section of law to be all
enconpassing for entities subject to the B&CTL.

Pol i cy Consi derati ons

This bill would elimnate an apparent contradiction in the |aw and FTB forns
and instructions that have been in use since March 15, 1993. Elim nating
this anbiguity would prevent potential confusion.

| npl emrent ati on Consi der ati ons

I mpl ement ati on of this provision would assist the departnment by clarifying
the law and coul d be handl ed during normal annual updat es.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.
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Tax Revenue Esti mate

This provision woul d not inpact state tax revenue.
2. Exenpt Organizations/Carification of Application of Estimated Tax Provisions
BACKGROUND

Under both state and federal |law, certain nonprofit organizations may apply for
and be granted an exenption fromincone tax. Such organizations may be in the
formof an association, a trust, or a corporation. The California Corporations
Code governs the formation of corporations in California. A corporation may be
incorporated as a “for profit” corporation or a “nonprofit” corporation. *“For
profit” corporations cannot qualify for tax-exenpt status. California nonprofit
corporations are either public benefit corporations, nutual benefit corporations
or religious corporations.

Under current state law, nonprofit organi zations are not automatically exenpt
fromtaxation. A nonprofit organization nust apply for tax-exenpt status with
the FTB. A determnation is made by FTB based upon the facts and circunstances.
For California purposes the exenption for nonprofit organizations is included in
t he B&CTL beginning with Section 23701 in Chapter 4, Article 1

Under state incone tax |aw, exenpt organizations are required to file various
returns with the FTB and Attorney General (AG. The type of return required to
be filed with the FTB may vary dependi ng upon the purpose of the organization and
anmount of gross receipts. Taxes also may be due based on the return filed. Wth
certain exceptions, all exenpt entities with annual gross receipts normally
exceedi ng $25,000 rmust file a Form 199 annual information return. Additionally,
honeowner s’ associ ations, political organizations and sonme nutual or cooperative
organi zations that are exenpt under federal |aw but not exenpt under California

| aw al so may be required to file Form 100 for corporate inconme tax and pay any
tax due. Moreover, if an exenpt organization, other than a honeowners’

associ ation or a political organization, has inconme froman unrel ated busi ness of
$1,000 or nore per year, that organization is required to file Form 109 and pay
any tax attributable to the inconme shown on that form

Certain organi zati ons such as churches and exenpt organi zations that have gross
recei pts of not nore than $25,000 are excluded fromhaving to file the
information return and instead nmay be required to submt a notarized statenent
contai ning such informati on as the nane of the organization, its mgjor
activities, its source of incone, and the section of the Internal Revenue Code
under which it is exenpt.

Section 23731, inposing tax on exenpt organizations wth unrel ated business
taxabl e i ncome (UBTlI), was added to the Revenue and Taxation Code (R&TC) in 1951
The section specified that every exenpt organi zation described in that section
woul d be subject to the franchise tax (inmposed under Section 23151) or the
corporation incone tax (imnposed under Section 23501) upon its UBTI. Section
23151 specifically excluded exenpt organizations frominposition of the franchise
tax; therefore, exenpt organi zations were subject only to the tax provided in
Section 23501, the corporation incone tax.
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In 1971, Section 23731 was anended and specified that every exenpt organization
(other than exenpt trusts) described in that section was subject to tax at the
“rates” inposed by Sections 23151 and 23501, rather than subject to inposition of
“tax” under those sections.

A regul ation for Section 23731 was adopted effective August 13, 1973, and
clarified that taxes inposed by Section 23731 are taxes inposed under the
corporation incone tax, Section 23501, and that all provisions of the corporation
incone tax | aw and the regul ati ons thereunder were applicable to the assessnent
and collection of the UBTI tax. The regulation, which still exists, specifies

t hat exenpt organi zations subject to the UBTI tax are subject to the same

provi sions, including penalties, as are provided under the corporation inconme tax
I aw.

SPECI FI C FI NDI NGS

Every exenpt organization or trust is subject to the tax inposed upon its UBTI,
defined as inconme earned by the exenpt organization which is not related to its
exenpt function.

Exenpt corporations pay tax on the UBTI at a rate of 8.84% the current corporate
incone tax rate. Exenpt trusts subject to UBTI pay tax using the graduated rate
schedul ed under the Personal Incone Tax Law (PITL), currently 1%to 9.3%

Section 23038 defines “corporation” and specifically excludes exenpt
organi zations other than trusts exenpt under Section 23701d.

The term“estimated tax” means the anmount that the “corporation” estimates as the
anount of tax inposed by the B&CTL. Regul ation 25561 provides that “[i]n the
case of a corporation subject to the tax inposed by Chapter 3 (Corporation |ncone
Tax), the term'estimated tax' is the anount which the corporation estimates as
the tax inposed by the Bank and Corporation Tax Law, wi thout regard to the

m ni mrum t ax.”

Taxpayers, including exenpt trusts, under the PITL are subject to w thholding
requi rements, but al so nust nmake estimated tax paynents if at |east 80%of their
tax liability is not satisfied by withholding, or there is no wthhol ding.

Exenpt organi zations (both exenpt corporations and exenpt trusts) that have UBTI
currently are required to make estimated paynments dependi ng upon the anmount of
their tax liabilities. Although |ongstandi ng departmental practice, based upon
the earlier versions of the relevant statutory provisions discussed above and
Regul ati on 23731, has consistently required all exenpt organizations to nake
estimated tax paynents under the sane circunstances in which other taxpayers
under the PITL and B&CTL (corporate incone tax only) are so required. In

addi tion, Sections 19145 and 19147 of the Adm nistration of Franchise and | ncone
Tax Laws (AFITL), which deal with estimted paynent penalties, make specific
reference to “the tax inposed under Section 23731.”

This bill would add “or organi zation described in Section 23731" where
appropriate and strike the word “rates” to clarify that exenpt organizations are
subject to not only the rates, but the “tax inposed” by that section, and are
required to nake estimated tax paynents.
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Current | aw provides procedures only for “corporations” to make estimated tax
paynments. Exenpt organizations are excluded fromthe statutory definition of a
“corporation,” yet are subject by statute to penalties for failing to nmake
estimated paynents. Thus, the |aws regarding estimate paynents by exenpt

organi zations are technically inconsistent.

Pol i cy Consi deration

Whi | e exenpt organi zations are subject to penalties for failure to make
estimated paynents, there is no clear statutory | anguage under which they
are technically required to nmake estimated tax paynents.

| npl emrent ati on Consi der ati ons

| npl ementing this provision would assist the departnent by clarifying the
| aw and coul d be handl ed during normal annual updates.

Techni cal Consi deration

Amendment 1 woul d make a m nor granmatical change to clarify that, for
certain estimated tax purposes, “an organi zation described in Section 23731”
is subject to the sane treatnment as a “corporation (other than a bank or
financial corporation)."

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

This provision woul d not inpact state tax revenue.
3. Eimnate Revivor Fee

SPECI FI C FI NDI NGS

Under the Governnment Code, the AGis required to maintain a Registry of
Charitable Trusts (RCT). Charitable corporations and trustees hol ding property
for charitabl e purposes over which the AG has enforcenent or supervisory powers
are required to file reports regardi ng donations recei ved and ot her aspects of
their activity. The FTB may be directed to assess the mnimumtax for an exenpt
organi zation (an RCT assessnent) for failure to adhere to required practices.

Under federal law, if an organization fails to neet specified criteria, the
Internal Revenue Service (IRS) may deny exenpt status or may revoke the exenpt
status of an organi zation that no |l onger neets the criteria.

Under current state law, the FTB has the authority to suspend a corporation’s
powers, rights, and privileges, including those of an exenpt corporation, if it
fails to file required tax returns and pay its taxes.
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For a corporation to be revived froma suspended status, the corporation mnust
file all tax returns and pay the delinquent taxes. A suspended corporation,

i ncl udi ng an exenpt corporation, |loses the right to defend any suit that may be
brought against it.

State | aw (B&CTL Section 23775) provides for the suspension or forfeiture of the
powers, rights and privileges of donestic exenpt organi zations or foreign exenpt
corporations in the follow ng three situations:

1. failure to file an annual Form 199 or statenment as required by state |aw,

2. failure to pay any anmount due because of the filing of that information return
or

3. failure to pay an RCT assessnent.

State |l aw provides for the revivor of exenpt organizations suspended or forfeited
for the three reasons addressed above, if the exenpt organization

files an application for revivor and pays a $10 revivor fee;

files any information returns, statenents, notifications or anounts due
whi ch were not previously submtted or paid; and

files, when required by the FTB, a new exenption application which includes
a $25 fee.

For exenpt organi zati ons suspended or forfeited for any other reason, the revivor
request is processed without the $10 revivor fee and wi thout a new exenption
application. Exenpt organi zations such as a honmeowner’'s association that is
required to file a tax return but fails to do so woul d be suspended or forfeited.
However, this exenpt organization could seek relief from suspension or forfeiture
under Sections 23301 and 23301.5, which do not require the exenpt organization to
pay a $10 revivor fee or file a new exenption application

The $10 revivor fee is only inposed on exenpt organizations when the suspension
occurs under the three limted situations identified above. Exenpt organi zations
suspended under any other situation and for-profit corporations do not pay a
simlar fee.

The provision permtting the FTB to require a new exenption application also is
limted to those exenpt organi zati ons suspended under Section 23775. Therefore,
exenpt organi zations, such as honmeowner’s associ ations’ suspended under Section
23301 or 23301.5, are not required to submt a new exenption application to the
FTB as a condition of their revivor.

This bill would elimnate the requirenment for the $10 revivor fee and require al
exenpt organi zations to submt a new exenption application when requested by the
FTB.

Pol i cy Consi derati ons

The current law is inequitable in that not all exenpt organizations are
subject to the revivor fee, and for-profit corporations are not assessed a
simlar fee. Elimnation of the fee would allow FTB to treat all suspended
exenpt organi zations seeking relief in the sane manner.

Al so, statutory authority to request a new application for exenption is
limted to the same exenpt organizations that are required to pay the
revivor fee. Therefore, FTB cannot request certain exenpt organizations to
file a new application for exenption after being suspended.
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Extending the statutory authority to request a new application for exenption
fromall exenpt organization that have been suspended would allow the FTB to
treat all exenpt organizations that seek revivor in the sane manner.

| npl emrent ati on Consi der ati ons

I npl ement ati on of this provision would assist the departnment’s exenpt
section inits admnistration of the | aw and could be inplenented during
annual updates.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, in any given year, the
revenue inpact of this provision would be a | oss of approximtely $2, 500.

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussi on

The nunber of suspended tax-exenpt organizations that would no | onger be
required to pay a $10 revivor fee woul d determ ne the net revenue inpact of
this provision. Based on departnental data, about 250 tax-exenpt

organi zations are revived each year. Under current |aw, each pays a $10
revivor fee that would be elimnated under this bill.

4. Revocation for Failure to File or Failure to Pay Tax for Exenpt Organizations

SPECI FI C FI NDI NGS

Under
1. for
att
2. for
by

for
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current state law, the FTB may revoke an organi zation’s exenpt status:
failure to file a required Form 199 or failure to pay any liability
ributable to that information return
failure to file a report with the AGor failure to pay an assessnent issued
t he RCT;

where the I RS has revoked federal exenpt status;

not operating within its exenpt purpose;

where the FTB receives information that the organization is inactive; or

failure to conpl ete incorporation proceedings within a specified period of

time after being granted exenption, usually 60 days.

Current state | aw does not allow the FTB to revoke an organi zati on’ s exenpt
status for failure to file a required Form 100 (California Corporation Franchise
or Inconme Tax Return) or Form 109 (California Exenpt Organization Business |Incone
Tax Return) or failure to pay tax attributable to those returns.
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Any organi zati on whose status is revoked for inproper activities will be taxable
as a corporation or trust so long as its exenpt status is not reestablished.

An organi zation that has had its California exenpt status revoked may reestablish
its exenpt status by paying a filing fee, submtting a new application for
exenption and any information or returns not previously submtted which caused
the revocation; and, if the revocation was due to engagenent in activities other
than those permtted, submtting satisfactory proof that it has corrected its
nonexenpt activities and will operate only in an exenpt manner.

Al t hough the FTB has the authority to revoke the exenpt status of an organization
for failing to file Form 199 or pay tax attributable to it, and for various other
specified causes, FTB does not have authority to revoke exenpt status for failure
to file Forns 100 or 109 or pay the tax attributable to those forns.

This bill would specify that an organi zation's exenpt status may be revoked for
failure to file any return required or failure to pay any tax due and that if
exenpt status is revoked in these circunstances, exenpt status may be

reestabli shed only upon the filing of any returns or the paynment of any taxes
due.

Pol i cy Consi derati ons

Thi s provision woul d enhance conpliance by giving the FTB authority to
revoke an exenpt organi zation' s exenpt status for failure to pay any tax due
or for failing to file any return due (rather than only certain taxes and
returns). This ability also would provide an additional incentive for
exenpt organizations to tinely file returns and pay all taxes due.

| npl emrent ati on Consi der ati ons

I npl ementation of this provision would assist the departnent’s
adm ni stration of exenpt organizations and could be inpl emented during
annual updates.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, in any given year, the
revenue inpact of this bill would be a gain of approxi mately $2, 000.

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.
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Tax Revenue Di scussion

The nunber of organi zati ons whose tax-exenpt status is revoked that nust
file a new application and pay a filing fee of $25 to reestablish tax-exenpt
status woul d determ ne the net revenue inpact of this provision

This bill would provide the FTB with discretionary authority to revoke the
t ax-exenpt status of certain additional organizations under specified
conditions. To the extent tax-exenpt status is actually revoked and the
organi zation wants to reestablish its exenpt status, a filing fee of $25
woul d be required with a new application. The nunber of additional tax-
exenpt organi zations that woul d beconme subject to revocation provisions
under this bill is estimated at 22,000. Approximtely 65% of these are
estimted to have gross receipts of |ess than $25,000 and, therefore, would
have no filing requirement. O the remaining 7,700, if 1% were to have
their tax-exenpt statuses revoked and decide to reestablish exenpt status, a
filing fee of $25 each would be required, generating up to $2,000 [80
applications x $25]. Also, it is possible that the consequence of
revocation nmay accelerate the collection of taxes owed to sone degree.
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FRANCH SE TAX BOARD S
PROPOSED AMENDIVENT TO SB 1230
As Introduced February 26, 1999
AVENDIVENT 1

On page 2, strike line 35 and insert:

corporation (other than a bank or financial corporation) or



